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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

FOLEY, Judge: By notice dated February 10, 1999, respondent
determ ned a deficiency of $218,903 relating to petitioners’ 1995
Federal inconme tax. All section references are to the Internal
Revenue Code in effect for the year in issue, and all Rule

references are to the Tax Court Rules of Practice and Procedure.
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The issue for decision is whether petitioners are entitled,
pursuant to section 104(a)(2), to exclude fromincone proceeds
received in settlenent of an age discrimnation |awsuit.

FI NDI NGS OF FACT

Petitioners resided in Coatesville, Pennsylvania, at the
time the petition was filed. In Cctober 1994, Ms. Peaco filed a
| awsuit agai nst her former enployer, Chester County Internediate
Unit 24 (CCIU), alleging violations of the Age Discrimnation in
Enmpl oynent Act (ADEA) and the Pennsyl vania Hunan Rel ati ons Act
(PHRA). She clai ned damages whi ch included fringe benefits,
pensi on benefits, front pay, back pay, and pain and suffering.
In her conplaint, she did not allege facts relating to any
personal injury.

In a letter to CCIU s executive director dated March 27
1995, CClU s attorney estimated that CCQU s liability to Ms.
Peaco coul d exceed $100, 000 of back pay, and could be nearly
$400, 000 of front pay. The attorney suggested that the back pay
anount woul d be doubled, in accord wwth the ADEA, if a jury found
“Wllful” discrimnation. He noted that the pain and suffering,
and punitive, danages were “a w |l dcard”.

On May 17, 1995, CCIU entered into an agreenent with its

insurer, Uica Miutual Insurance Conpany (Utica), allocating
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$400, 000 of the anticipated settlenent proceeds to “back pay” and
“front pay”, and $100,000 to “pain and suffering”.

In the sumrer of 1995, Ms. Peaco settled the lawsuit for
$584, 000 and executed a Confidential Settlenent Agreement and
Ceneral Rel ease (settlenent agreenent) that states: “All funds
paid to Mldred Peaco in this settlenent are for pain and
suffering clained in this matter arising fromphysical injury to
her and not for front pay, back pay, or |ost wages or benefits.”
At Ms. Peaco’ s insistence, CCIU agreed to this allocation
Petitioners did not report the settlenent proceeds on their
return.

OPI NI ON

Petitioners contend that the express terns of the settl enent
agreenent reflect the intent of the parties, and, as a result,
all of the proceeds are excludable, pursuant to section
104(a)(2). Respondent contends that the entire proceeds should
have been included in petitioners’ gross incone.

Section 104(a)(2) provides that gross incone does not
i nclude “the anmpbunt of any damages received (whether by suit or
agreenent and whether as |unp suns or as periodic paynents) on
account of personal injuries or sickness.” Thus, an anount may
be excluded fromgross incone only when it was received both:

(1) Through prosecution or settlenment of an action based upon
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tort or tort type rights, and (2) on account of personal injuries

or sickness. See Conm ssioner v. Schleier, 515 U S. 323 (1995).

Petitioners contend that the express terns of the settl enent
agreenent satisfy the personal injury or sickness requirenent.
The terns of the settlenent agreenent, however, do not reflect

the realities of the settl ement. See Robi nson v. Commi SssSi oner,

102 T.C. 116 (1994) (stating, under simlar circumnmstances, that
the Court’s hol ding need not be consistent with the terns of a
settl enment agreenent when those terns do not reflect the
realities of the settlenent), affd. in part, revd. in part, and
remanded on other grounds 70 F.3d 34 (5th Cr. 1995). A
significant portion of the proceeds was paid to satisfy the |oss
of conpensation claim The anobunt paid was consistent with
CCQUs attorney’s analysis of liability to Ms. Peaco.

The agreenent between CCIU and Utica, offered by respondent,
evidences CCIU s intention to allocate a portion of the proceeds
to personal injury. Petitioners, however, disavow reliance on
t hat agreenent and contend that it had no binding effect on the
settlenment and should be wholly disregarded. |In sum petitioners
have failed to establish that Ms. Peaco received all, or any
part, of the proceeds on account of personal injury or sickness.
Accordi ngly, the proceeds are not excludabl e pursuant to section

104(a) (2) .



To reflect the foregoing,

Deci sion will be entered

under Rul e 155.







